I. Motivations
Since financial market deregulation in the 1980s, stock mkts worldwide have become more and more open.
Portfolio flows across countries have sharply increased.
Researchers attempt to understand and to characterize the degree of mkt linkage and spillover and to study implications of international interactions for mkt efficiency.
What are the relative returns and diversification benefits of investing in international mkts?
How well are mkts integrated?
What are implications of market integration?
Important issues for policy makers and investors 3 II. Background
According to Lucus (1978) model, if a group of economies show "convergence" in the sense of Barro and Sala-i-Martin (1995) , then their stock prices should show a common stochastic trend over the long run.
Kasa (1992) claims that stock prices between US and other 4 developed mkts are integrated.
Richards (1995) (2) where y is the common random walk component, and x is the transitory country-specific component, which is stationary.
If δ<1, then x is stationary. λ = (1 -δ) measures the speed of integration between country i and a reference country.
However, the power of this test is very low.
To improve power, we use panel data and SUR.
Test statistics (λ = 0) are:
IV. Data and Test for Market Integration
See Tables.
V. Implications
How big is the transitory component?
What is the implication of 20% reversion per year? Can that be exploited?
State-space representation of country stock prices:
Using the Kalman filter, we estimate a series of x t|t , x t+1|t , y t|t , y t+1|t , and parameters. Now given information available at time t, we try to forecast returns at t+1, and ask the following question: which part is due to common expected return, mean reversion, and momentum? 
VI. Conclusion
(1) HK stock shares a common permanent component with the rest of world. HK market is integrated with the world market.
(2) Speed of reversion of about 20% per year and a half life of 3 years.
(3) Substantial transitory (country-specific) component.
Results also show both long-term mean reversion and shortrun return continuation (momentum).
(4) By exploiting the properties of the transitory component, one may design a portfolio switching strategy. This strategy produces an excess return (Max1-Min1) =16.7%, (Max3-Min3) = 11.9%.
(5) The excess returns cannot be explained by simple beta risks, or transactions costs.
(6) An overreaction hypothesis or bubble explanation might be plausible.
(7) A challenge to the simple EMH.
Barberis et al (1998), Daniel et al (1998), and Hong and Stein (1999) have done important work in that direction. 
